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Box 2-2.

Projection of the Labor Force

How Undocumented Immigration Affects CBO’s

The Congressional Budget Office’s (CBO’s) 10-year
projection of the labor force is an important compo-
nent of its estimate of potential gross domestic prod-
uct (GDP), and potential GDP in turn is a major
factor underlying CBO’s projections of federal tax
bases. But the future growth of the labor force is un-
certain, and seemingly small changes in the projec-
tion can produce significant differences in the
amount of federal revenues expected over the next 10
years. A substantial part of the uncertainty surround-
ing the size of the future labor force involves undoc-
umented immigration.

CBO projects faster growth of the labor force over
the next 10 years than the growth implied by the of-
ficial population projections of the Bureau of the
Census. The decennial population survey of 2000 re-
vealed stronger-than-expected population growth be-
tween 1990 and 2000—averaging about 0.2 percent
annually over that period—which seems to be attrib-
utable to the Census Bureau’s previous underesti-
mates of undocumented workers. Although the bu-
reau has incorporated the information from the
census into its population estimates for recent years,
it has not yet incorporated the new information into
any official population projections. Therefore, for its

labor-force projection, CBO has assumed that the
Census Bureau’s forecasts of population continue to
understate undocumented immigration. However, it
believes that the understatement is less than it was in
the 1990s and so has projected that half of the addi-
tional average annual growth in the population re-
ported for the 1990s will continue after 2000.

Whether that assumption about additional growth is
accurate is unclear. If CBO eliminated from its cal-
culations the assumption that the Census Bureau’s
projections understate undocumented immigration,
its labor-force projection would be lower by 1 per-
cent by 2014. However, if CBO assumed that the
Census Bureau’s projections understated such immi-
gration by the same amount that they did in the
1990s, the labor force in the projection would be
about 1 percent larger by the end of the period.

Uncertainty about the net amount of undocumented
immigration arises from both economic and noneco-
nomic factors. Other things being equal, prospective
immigrants are more likely to attempt to enter the
United States illegally when they believe employ-

the capital stock depends on businesses’ investment
spending relative to the existing stock. That ratio is
higher in CBO’s current projection than it was in last Au-
gust’s. The more favorable outlook for capital growth re-
sults from a higher forecast for productivity and a reeval-
uation of trends in investment in the light of unexpect-
edly fast growth in such spending during the second half
of 2003.

Taxable Income

CBO’s baseline revenue projections are closely connected
to its projections of national income. Because different
categories of income are taxed at different rates, and some
are not taxed at all, the projected distribution of income

among its various components is a central factor in

CBO’s budget projections.

CBO expects that the sharp drop over the past three years
in the share of total income going to employees will be
partially reversed over the next 10 years. However, much
of the rise in that share will be attributable to higher
fringe benefits, CBO believes—specifically, employers’
contributions to health insurance and pension plans—
rather than to higher wages and salaries. Thus, the share
of GDP accounted for by wages and salaries will remain
near historically low levels, dropping from 46.3 percent
in 2003 to 45.9 percent in 2004, before rising to

46.1 percent in 2005 and an average annual share of
46.4 percent during the 2006-2014 period. Those figures
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ment opportunities here are abundant; they are less
likely to try when they believe jobs are scarce.
(When jobs are scarce, emigration by nonpermanent
residents is also likely to be greater.) Conversely, pro-
spective immigrants are less likely to attempt to im-
migrate when economic conditions in their home
countries are favorable than when those conditions
are less favorable. In the boom years of the late
1990s, conditions in the United States were espe-
cially attractive to prospective immigrants, including
illegal ones. However, the extent to which undocu-
mented immigration then was motivated by short-
term cyclical factors (such as low unemployment) as
opposed to longer-term structural economic features
(such as high real wages) is unclear. If the structural
component of the United States’ economic attraction
for undocumented workers proved to be stronger
than CBO had anticipated (and thus that strength
was not amply reflected in CBO’s assumption), the
current projection could understate the growth of
the U.S. population and labor force over the next 10
years. But it could also overstate that growth if; for
example, economic conditions were significantly bet-
ter than expected in the major countries of origin of
undocumented workers.

Noneconomic factors that may affect undocumented
immigration over the next 10 years include political
conditions in immigrants’ home countries and the
United States’ continuing efforts to improve home-
land security. Citizens of repressive governments that
have little regard for freedom, democracy, and even
human life are likely to want to leave those condi-
tions whenever possible. The political freedoms in
the United States are especially appealing to people
in such circumstances.

A noneconomic factor that has probably reduced the
amount of undocumented immigration into the
United States is the efforts to increase homeland se-
curity following the terrorist attacks of September
11, 2001. Their downward effect on the number of
undocumented workers, however, is probably offset
to some extent by a drop in the number of such im-
migrants temporarily leaving this country to visit
their families abroad. Nevertheless, the overall effect
is probably a reduction in net immigration, a pattern
that is likely to continue. CBO has incorporated in
its baseline projections half of the additional popula-
tion growth reported for the 1990s. If security mea-
sures are tightened further, however, population and
labor-force growth could be even lower than CBO’s
current projections assume.

compare with an average annual share of 47.4 percent
over the past 20 years.

Two of the various NIPA measures of corporate profits
are important for the forecast. Book profits, or before-tax
profits, is the measure most closely related to the profits
on which corporations pay tax and is affected by changes
in the tax code. The law allows corporations to value in-
ventories and depreciate assets at certain rates, and the
book measure of profits is designed to reflect those statu-
tory requirements. By contrast, the economic profits
measure is not affected by changes in tax law. Rather, it is
designed to reflect the valuation of inventories and the
rates of depreciation that economists believe more truly
represent inventories’ current value and the economic
usefulness of the capital stock.

Book profits and economic profits will differ sharply over
the next decade because of statutory requirements that af-
fect how companies can depreciate their assets for tax
purposes. The partial-expensing provisions of JCWAA
and JGTRRA that expire at the end of 2004 allow firms
to depreciate some of their capital stock much more rap-
idly than the rate at which the economic usefulness of
that capital deteriorates. Those provisions will lower book
profits by about $200 billion in 2004, CBO expects, be-
cause companies can take extra depreciation in that year.
Conversely, from 2005 on, the provisions will increase
book profits by about $125 billion in 2005 and declining
amounts in subsequent years—because the extra depreci-
ation taken from 2002 to 2004 means that less deprecia-
tion will be taken in later years.
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Robust growth of GDP will push economic profits up
from a 9.7 percent share of GDP in 2003 to a 10.2 per-
cent share in 2004, CBO forecasts. From 2005 to 2007,
however, the expanding proportion of total GDP claimed
by wages and salaries will reduce the share of GDP going
to economic profits, and that drop will roughly offset the
rise in the share going to wages and salaries. CBO expects
that after 2008, the GDP share of economic profits will
average about 9.6 percent, still well above its 20-year
average of 8.3 percent.

Changes in the Economic Forecast

Since August 2003

CBO has raised its estimates of the growth of real GDP
in the near term and lowered its estimates of inflation and
nominal interest rates since its forecast last August (see 7a-
ble 2-4 on page 41). The economy bounced back from its
sluggish growth of late 2002 and early 2003 much more
forcefully than CBO and many other forecasters had ex-
pected. That strong rebound suggests that the economy
has more momentum going into 2004 than CBO had
previously assumed—which led CBO to raise its forecast
for the growth of real GDP in 2004 and 2005 and lower
its estimate of the unemployment rate.

The level of real GDP after 2005 in the current forecast is
also higher than in last August’s, but the rate of growth is
slightly lower. CBO views some of the unexpectedly large
gains in productivity that accompanied last year’s strong
output growth as a permanent increase in productivity
levels and thus in potential GDP. Even so, the additional
GDP growth during 2003 exceeded the upward revision
to potential GDD, leaving less room for GDP to grow
than in last summer's forecast.

The continued low rates of core inflation last year in the
face of stronger growth suggest that inflation will remain
tamer during the two-year forecast period than CBO had
thought last summer and in turn that nominal interest
rates will be as low or lower in the near term than was
previously forecast. CBO also now foresees lower infla-
tion and interest rates in the medium term than it did in
the summer of 2003.

Compared with its estimates last August, CBO has low-
ered its outlook for wages and salaries and raised that for
corporate profits. Wages and salaries have not recovered
as much after the 2001 recession as they typically have af-
ter earlier downturns, and they were revised moderately
downward in the recent comprehensive revision to the

NIPAs (discussed below). In contrast, corporate profits
have bounced back strongly in the past year, and the re-
cent revisions to them were noticeably upward.

The 2003 Benchmark Revision to the

National Income and Product Accounts
In December 2003, the Bureau of Economic Analysis
(BEA) released a comprehensive revision of the NIPAs, as
it does about every five years. Such revisions are designed
to improve the accuracy and usefulness of the accounts by
incorporating new and more complete source data, new

definitions of some concepts, and new estimating meth-
12
ods.

In the past, comprehensive revisions have modified econ-
omists’ views of economic history, particularly for the
most recent three or four years. (Those are the years for
which new source data are likely to generate significant
changes.) By altering historical perspectives, revisions, if
substantial, have also affected forecasters’ assessment of
the economic outlook, both for the near term and for
longer periods. The December 2003 revision did not
have a major effect on CBO’s view of GDP growth or in-
flation, but it did change recent trends in some important
categories of income. CBO’s budget baseline and its eco-
nomic forecast both incorporate BEAs new figures.

Average annual rates of growth of real GDP and of the
GDP price index over the past 10 years were unchanged
in the revision, although some quarter-to-quarter growth
rates were substantially modified. The average growth of
real GDP from 1992 through 2002 remained at

3.2 percent, and the average growth of the price index re-
mained at 1.9 percent. Changes in quarterly growth rates,
such as the revision in real GDP growth in the third quar-
ter of 2000—from 0.6 percent to -0.5 percent—were off-
set by opposite changes in adjacent quarters. Thus, the
overall trends in real GDP and GDP price growth were
not changed.

Some major income categories and saving rates, however,
underwent significant revision. The nominal level of
profits during the first half of 2003 was revised upward
by 14 percent, or $126 billion, even though nominal
GDP was revised upward by less than one-half of

12. Details of the revision are given in various issues of the Survey of
Current Business, published by the Bureau of Economic Analysis,
which are available at www.bea.gov.
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1 percent. In contrast, the level of overall labor compen-
sation was boosted by only 1 percent, as the wages and
salaries component of labor compensation was revised
slightly downward, but the estimate of employers’ contri-
butions to benefits (such as medical insurance and pen-
sions) was revised significantly upward. Proprietors’ in-
come (the income of businesses that are not incor-
porated) was revised upward by 4 percent in early 2003
because of new source data, and interest income was re-
vised downward, largely because BEA decided it would
be more accurate to attribute some of the interest previ-
ously imputed to households to businesses.

THE ECONOMIC OUTLOOK

Both the gross national saving rate and the personal sav-
ing rate experienced downward revisions for recent years.
The national saving rate was lowered by about

0.4 percentage points for the 1998-2003 period; the per-
sonal saving rate was lowered by about 0.5 percentage
points in the period 1999 to 2001 and by almost a full
percentage point for the period 2002 to early 2003. An
upward revision of 1 percent in the level of personal con-
sumption expenditures for 2002 caused the revision in
the saving rate for that year.
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